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THE ENGAGEMENT LETTER: A GOOD DEFENSIVE MEASURE
CPAs, like other professionals, have been swept up in
a tidal wave of malpractice litigation. This has cre
ated an environment in which virtually any engage
ment exposes the practitioner to liability. It seems
clients are less willing than before to informally
resolve errors or oversights in accounting services
and are more likely to resort to litigation for relief. In
addition, CPAs are being sued by third parties who
have relied on their work products.
Settlements and judgments range from thousands
to millions of dollars, and these increasing costs and
awards are reflected in accountants’ malpractice
insurance premiums. Prevailing legal concepts of
civil litigation make no distinction between the sole
practitioner performing compilations and reviews
for small businesses and the large firm performing
audits for multinational corporations.
Local and regional firms are sued for reasons rang
ing from allegedly improper tax return preparation
and negligent tax advice to failure to discover fraud
and embezzlement. Rollins, Burdick, Hunter & Com
pany, administrator of the AICPA Professional Lia
bility Insurance Plan, reports that in 1991,31 percent
of the new losses reported to the plan resulted from
accounting services (compilation and review
reports, bookkeeping services, and detection of
defalcations).

and continuing through discovery and trial or settle
ment, averages $44,000, a figure that would be even
higher if the unquantifiable losses were included.
Practitioners know that although these costs may be
covered by professional liability insurance (usually
after a deductible has been exhausted), all claims are
likely to lead to higher deductibles, higher pre
miums, and, perhaps, difficulty in obtaining cov
erage in the future.
One way to avoid these problems is to implement
and adhere to an effective defense program. Doing so
may not only decrease your chances of being sued by
clients and third parties, it may also increase your
firms profits.
Although some defensive practices may appear to
be a matter of common sense, experience shows they
are frequently overlooked because of their seeming
simplicity. Yet, defensive measures have repeatedly
been shown to reduce malpractice risk, increase the
chances of a successful defense, and enhance the
quality of the CPA’s work. It is, therefore, recom
mended that defensive measures be applied to every
engagement. Remember, though, that all defensive
practices will be vitiated if you fail to provide a
professional work product. Further, never assume
that good faith or compliance with professional stan
dards will eliminate or even significantly reduce
liability exposure.

Defensive accounting practices

In the past, few practitioners felt the need to adopt
and implement procedures to protect them from
clients malpractice claims. Today, however, CPAs are
aware that certain acts or omissions on their part can
give rise to malpractice liability. They are becoming
better educated in theories of recovery and more
informed about defensive measures. And they are
increasingly approaching engagements as if they
ultimately were going to court.
The cost of mounting a defense, beginning with a
preliminary investigation and the filing of a lawsuit
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A firm’s effective risk management program
includes using engagement letters, screening highrisk clients and engagements, implementing a
quality control system (including engagement doc
umentation, acknowledgment of professional lim
itations, and continuing professional education),
and adhering to defensive billing practices. This
discussion focuses on the engagement letter.
The engagement letter

Malpractice claims frequently arise when the cli
ent's expectations of what services will be rendered
differ from the CPA’s. Typically, a client understands
the CPA’s responsibilities at the start of an engage
ment, but when problems arise—whether or not
they are related to the engagement—the client’s
understanding frequently becomes less realistic.
These misunderstandings often result in lawsuits.
Many claims can be avoided, or more expedi
tiously resolved, if CPAs and clients execute a writ
ten agreement that expressly outlines the terms,
conditions, and limitations of their respective
responsibilities. This contract is referred to as an
engagement letter. Countless instances of malprac
tice litigation have repeatedly demonstrated its
value.
When drafting engagement letters, CPAs should
consider those aspects of an engagement that could
be the subject of a dispute. All clauses should be
drafted as specifically and unambiguously as possi
ble. The following are some issues to address when
drafting an engagement letter.
Professional services to be performed by the
accountant. Identifies the engagement—tax, audit,
compilation and review, or management consulting

services (MCS), for example—and specifies what is
not to be performed, such as providing investment
advice or contributing to investment material. The
scope of any limitations to be imposed or special
procedures requested by the client should be
described.
When appropriate, the letter may mention special
aspects of the engagement, such as the use of a
specialist or another auditor. Language should be
nontechnical, and should distinguish between sepa
rate services if a mix of services is being provided.

The client should be informed in writing of any
altered circumstances that result in the qualifica
tion of an opinion.
Responsibilities assumed by the client. Itemizes
the client’s duties concerning the engagement, such
as the duty to cooperate, provide documents and
other necessary data, and submit requested infor
mation within specified deadlines. Client assistance
can also include preparing schedules and analyses
and typing confirmations.
Extent of the accountant's responsibility. Dis
cusses the responsibilities that flow from the
engagement. For instance, in a tax engagement the
client is responsible for the accuracy of the informa
tion submitted to the accountant and for having and
maintaining the underlying support documenta
tion. In the case of an audit, accountants stress the
integrity of management and their reliance on inter
nal controls.
Timing. Indicates the expected dates when an
engagement will begin and be completed and when
reports or tax returns will be delivered. The extent
and timing of any interim work may be mentioned.
Engagement limitations. Describes the inherent
limitation of an audit—for example, that it is
designed to detect material misstatements; that due
to the inherent limitations of the audit process, it
may not detect fraud, defalcations, and other irreg
ularities; and that it should not be considered a
guarantee of the accuracy of the financial state
ments. The engagement letter for a service other
than one involving financial statements should indi
cate that it does not constitute an audit. The letter
for an engagement involving prospective financial
information should indicate the limitations result
ing from the use of assumptions.
Language should also be included that limits the
use and distribution of the accountant’s work prod
uct by identifying direct and indirect users—for
example, by specifying that it is for the client’s inter
nal use only. This may reinforce a privity defense
and reduce third-party liability by providing sub
stantial evidence for use in establishing the
audience for and the purpose of the accountant’s
work product.
(continued on page 7)
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PCPS Advocacy Activities
Technical issues committee chairman
addresses bankers

Approximately seventy percent of the 2,000 com
munity bankers surveyed last year by the private
companies practice section (PCPS) of the American
Institute of CPAs division for CPA firms said they do
obtain relevant information from conventional
financial statements, but only about eleven percent
of the respondents require borrowers to submit
annual audited statements. In fact, fifty-four per
cent of the bankers said most borrowers submit
unaudited statements, and only one in five bankers
requires an accompanying CPAs report.
While it is clear financial statements serve as an
important tool for community bankers, lenders are
concerned about the complexity of financial report
ing. They need to be current with recent pronounce
ments when reviewing customers’ statements, yet
professional standards seem to change constantly in
addressing various issues. CPAs can provide a valu
able service to both lenders and borrowers by
explaining some of these accounting changes and
the effects they might have. PCPS is in the vanguard
of such efforts.
A few months ago, Robert Morris Associates, a
national association of bank loan and credit officers,
held its annual conference on major new accounting
issues. Judith H. O’Dell, who chairs the PCPS tech
nical issues committee, was invited to address the
participants along with Financial Accounting Stan
dards Board representatives and bankers.
Ms. O’Dell mentioned two FASB statements that
cause some concern. FASB Statement no. 105, Dis
closure of Information about Financial Instruments
with Off-Balance-Sheet Risk and Financial Instru
ments with Concentrations of Credit Risk, includes in
its definition of financial instruments accounts
receivable and accounts payable. For smaller com
panies, the statement raises questions, such as
□ If a company has cash in the bank in excess of
Federal Deposit Insurance Corporation insured
limits, should that be disclosed?
□ When do you have a true concentration of credit
risk and how detailed should the disclosure be?
Ms. O’Dell said practice is still inconsistent and will
continue to evolve in this area.
The other statement, FASB Statement no. 107,
Disclosures about Fair Value of Financial Instru
ments, is a concern of closely-held companies, Ms.
O’Dell said, because there is no consistent method
for measuring many of the financial instruments
with which they typically deal. “How do you value
accounts receivable or accounts payable or mort
gages?” she asked.

Ms. O’Dell explained that these disclosures have
been delayed for smaller companies and expressed
hope that by the time they are required, consistent
valuation methods will have been developed. For
bankers, however, she said the delay means a tempo
rary loss of comparability among companies.
In a related area, Ms. O’Dell mentioned the recent
FASB Discussion Memorandum, Distinguishing
between Liability and Equity Instruments and
Accounting for Instruments with Characteristics of
Both. Ms. O’Dell said the issue could have an impact
on small, closely-held companies with buy—sell
agreements. A buy-sell agreement might have to be
recorded as a liability and valued at market. This
could affect loan covenants.
Recent pronouncements on pension accounting,
other post-employment benefits (OPEB), and
accounting for income taxes are complex and can
have a material effect on a small company’s balance
sheet. Accounting changes in any of these areas can
cause companies to be out of compliance with loan
covenants even though the underlying fundamen
tals have not changed. When this happens, lenders
need to determine the reasons. If noncompliance is
caused by accounting principles that were not in
effect when the covenants were drawn up, the bank
ers need to be aware. CPAs can play a crucial role in
explaining these changes to clients and their loan
officers. PCPS intends to maintain an active liaison
with Robert Morris Associates in this regard.
The power of the pen

The calendar yearend requirement imposed by the
Tax Reform Act of 1986 placed a severe and unfair
burden on many smaller companies and the CPA
firms that serve them. The enactment of Section
444, a year later, provided some relief but did not go
far enough. The AICPA has worked ever since in
support of legislation to reform Section 444.
In March, at the height of the busy season, the
PCPS joined the AICPA tax division and launched a
major letter writing campaign to protest the calen
dar yearend requirement. Bills to reform Section
444 had been introduced in both House and Senate
and were scheduled for votes that month. PCPS
member firms promptly sent over 500 letters to
their Senators and over 1000 letters to their Con
gressional representatives urging support of these
bills. Firms gave specific examples of the hardships
this requirement creates for them and their small
business clients.
The AICPA’s Washington office believes it is
important for CPAs around the country to become
involved in its legislative efforts on behalf of the
profession. Grass-roots campaigns such as this one
(continued on page 7)
Practicing CPA, July 1992
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Your Voice in Washington

Efficiencies in the Quality
Review Process

Accounting profession faces liability crisis

The threat of litigation has become a dominant
part of the professional practice atmosphere. No
CPA firm, big or small, is safe in the current legal
liability environment. The reality of the threat is
illustrated by the mounting number of large mone
tary awards by juries and out-of-court settlements
by CPA firms.
While the most publicized cases involve large
firms, the liability crisis is just as significant to
small practitioners. A recent American Institute of
CPAs survey of 5,000 local and regional firms
(including sole practitioners) reveals that forty-one
percent of the respondents do not carry profes
sional liability insurance, mostly because it is too
expensive; twenty percent plan to discontinue
offering certain services to limit their exposure;
and fifty-four percent believe their exposure will
increase over the next five years.
Seventy-four percent of firms responding
thought Congress or the state legislatures should
act to impose reasonable limitations on accoun
tants’ legal liability. The AICPA is conveying that
message to federal and state representatives. The
Institute is advocating legislative reforms on the
federal and state levels including proportionate lia
bility, limitations on punitive damage awards, priv
ity of contract, reasonable statutes of limitation, fee
shifting (loser pays lawyers fees), civil RICO reform,
and curbs on abusive practices by attorneys. As a
result of Rule 505, the AICPA has undertaken a major
initiative regarding the form of a firm’s organization.
Bringing about the necessary changes at the
federal and state levels is a formidable task. To
achieve it, members of the profession need to ensure
that public policy makers understand the destruc
tive effect liability problems are having on practi
tioners and the long-term threat they pose to the
profession.
In this connection, legislation that begins to
address the abuses in the current system for federal
securities litigation is expected to be introduced in
Congress this summer. The chairman of the private
companies practice executive committee and the
chairman of the Securities and Exchange Commis
sion practice section executive committee will
inform member firms when this important legisla
tion has been introduced so they can urge their
Congressional representatives and Senators to co
sponsor the bill in support of its passage.
Enactment of the legislation should also serve as a
precedent-setting measure that will pave the way
for further reforms of accountants’ legal liability at
both the federal and state levels. □
Practicing CPA, July 1992

Over 10,000 quality and peer reviews will be con
ducted nationwide this year, and for many practi
tioners, this will be their first review. These reviews
must be performed in a cost-effective and efficient
manner to be of real benefit to the firms. Following
are some comments that address the foundation of
an efficient review.
Concise communication and planning

Having the specific data available and in the format
the reviewer requires is the essential first step. Sec
tion 4100 of the American Institute of CPAs Quality
Review Program Manual provides an example of the
desired format for a list of auditing and accounting
clients. Both firms and reviewers should find this
helpful.
The firm should summarize the hours and
number of engagements by service level and indus
try concentration. This saves reviewer time in hav
ing to perform this function.
A significant part of the review time budget is
based on the firm’s engagement statistics. Failure to
integrate these statistics can translate into a bloated
review budget and, potentially, an inflated review
cost. The firm’s engagement statistics should
exclude tax return preparation, management
advisory services, and nonprofessional time such as
bookkeeping, clerical, and key punching. Firms

Let the reviewer know
which areas you

would like emphasized.

will also benefit from segregating statistics for inte
rim and yearend engagements. This is because inte
rim engagements are usually subject to a lower
selection percentage.
The reviewer will often prepare a time schedule
for each major component of the review. You can use
this schedule to monitor the actual review time ver
sus the budgeted time.
You might also request the reviewer’s schedule of
activities to determine when interaction with firm
personnel will be required or when support will be
needed. Take care to select as liaison with the re
view team someone who is both knowledgeable
about the firm and concise with explanations. Oth
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erwise, valuable time could be lost in extraneous
communication.
Let the reviewer know about areas you would like
to have emphasized in the review. This might be the
wording on your engagement letters, for example,
or the way you process financial statements.
At the conclusion, the reviewer will most likely
note some matters for further consideration (MFCs).
These observations can be summarized by category,
if you wish. That way, you will receive only one MFC
per category.
Utilize firm resources

Firm personnel should assure that all records
requested are in good order at the start of the review.
Staff selected for interviews can complete the inter
view questionnaires so that this process will focus
only on areas needing clarification or emphasis.
There is another way you might be able to save
money if the work performed by the reviewer does
not provide a basis for conclusions regarding the
scope of a noted deficiency. If you have capable staff
available and it is agreeable to the team captain,
your firm can perform the extended procedures
needed, rather than the reviewer. Then the reviewer
would only need to verify a sample of those pro
cedures.
The reviewer will rely on your firm’s inspection

The AICPA Consulting Review Program
Consulting reviews are educational in nature
and are conducted on the reviewed firm’s prem
ises by an experienced reviewer selected by the
organization administering the program. Dur
ing the visit, the reviewer obtains an under
standing of the firms system of quality control
by interviewing appropriate firm personnel and
by completing a questionnaire.
This is followed by a discussion of the firm’s
responses to the reviewer's questions and, per
haps, by the reviewer dealing with specific
quality control problems raised by the firm. The
reviewer also performs a limited review of
selected reports, accompanying financial state
ments, and working papers for each type of ser
vice (audit, review, and compilation) the firm
performs.
For many firms, the attractive aspects of this
program axe that it is confidential, risk-free,
and inexpensive. The results of the review,
including any suggestions for improvement, are

procedures if possible and if it is efficient to do so.
And if you use an appropriately designed reporting
and disclosure checklist, the reviewer may examine
this in lieu of completing that section of the engage
ment checklist.
By letting the team captain know if a noted
deficiency is a pervasive problem, you are avoiding
an extensive search. The reviewer will still want to
know why a significant deficiency occurred, how
ever. Knowing why may expedite the identifcation
of the underlying cause of a weakness in the firm’s
system of quality control—the purpose of the
review—and will certainly affect the attendant
recommendation.
Many firms elect to have a consulting review prior
to undergoing their first review, and many attribute
a successful review experience to this program.
Since consulting reviews were begun in 1985 by the
private companies practice section of the AICPA
division for CPA firms, they have helped hundreds of
practitioners develop effective quality controls and
successfully prepare for their reviews. The sidebar
below contains more details about consulting
reviews. I urge you to consider one. □

—by Walter P. Kunz, CPA, Millard T. Charlton &
Associates, Chartered, 4703 Annapolis Road,
Bladensburg, Maryland 20710

discussed at its completion. No written notes
pertaining to the review of the firm's records are
retained by the reviewer or by the administering
organizations. The reviewers comments are
offerred for the firms consideration and are sub
ject to its professional judgment and evaluation
in making use of them.
Consulting reviews administered by the
American Institute of CPAs cost $700 for firms
with up to 20 professionals and $1,400 for
firms with over 20 professionals, plus the
out-of-pocket expenses of the reviewer. The pri
vate companies practice executive committee
will continue to reimburse half of the consulting
review cost (up to $350) to firms that have their
initial practice monitoring review under the
auspices of the private companies practice sec
tion (PCPS).
For further information about the consulting
review program, write the AICPA quality review
division, or consult the PCPS Firm-on-Firm
Review Directory for firms in your area that may
be interested in performing consulting reviews.

Practicing CPA, July 1992

6
More on Working with
Family-Owned Businesses

Participants’ questions during our session at the
recent private companies practice section (PCPS)
conference in Orlando, Florida, indicate that many
CPAs face a common, perplexing problem when
working with family-owned businesses. The prob
lem is how to help these clients develop a successful
strategy to get Dad (or Mom) out of the business.
Based on our experiences, the solution lies in
addressing the following key issues and concerns.
□ Most important, Dad must believe his financial
security is assured. Without this assurance, the
probability of his leaving the business volun
tarily is significantly reduced.
□ What will he do with his time? Obviously, Dad
must be able to envision a positive, productive,
and meaningful existence away from the busi
ness. Without having something to move to, he
likely won’t move from.
□ Will the transition diminish Dad’s self-esteem
and have a negative effect on his self-image?
Often, who we are is described by what we do.
□ With regard to his children, how should Dad go
about selecting one child over the others to lead
the business in the future? This issue often
results in procrastination or avoidance of the
entire concept of succession planning.
□ Is the chosen successor ready and able to run
the business? Sometimes, the involvement of
an outside advisor or advisory board can help
quantify the decision.
□ Any reservations Dad has about his fiduciary
responsibilities to longtime nonfamily employ
ees should be addressed. Who will look after
their interests when Dad cannot?
□ The spousal relationship must also be consid
ered. Although Mom frequently does not have a
visible role in the business, she must be
included in the planning for the transition to
retirement if the process is to be successful.
The frustration and exasperation expressed by
some members of our audience about dealing with
the complexities of generational succession shows
there are no easy solutions. But if one accepts that a
successful strategy should be based on plans
designed to resolve common and often predictable
issues, such as those described above, then one can
more readily see succession planning as an integral
segment of the client services offered. □

—by Don A. Schwerzler, Family Business Institute,
Inc., 340 Interstate North Parkway, Suite 140, Atlanta,
Georgia 30339, tel. (404) 952-4085, FAX (404)
951-1317
Practicing CPA, July 1992

The Push-Pull Principle

We all have goals, ranging in degree from mere
survival through great success. Goals act as mag
nets. They guide our decisions, enhance our desires,
fuel our energy and creativity, and ignite our emo
tions.
But dreaming without taking action is usually
unproductive and a form of escapism. In order to
progress toward our goals, we must regularly act on
them. These actions may differ in size and type, but
they must constitute our everyday thoughts, plans,
and efforts to make things happen.
Without dreams and goals, we wander, stagnate,
and vacillate. Without action, the pull (attraction)
will also diminish.
It is sometimes easy to dream and enjoy vicarious
experiences that require no action or risk. Setting
goals is not as risky as taking action to achieve them.
Goal-setting alone can create a cocoon effect. It is
safe and comfortable. Taking action, on the other
hand, is often risky and uncomfortable. It is neces
sary, however, if goals are to be achieved.
Man’s landing on the moon provides a vivid anal
ogy. As long as traveling to the moon remained a
distant dream, it was a safe attraction. It was only
when pull encouraged push, and the research,
resources, and actions were applied to turn the
dream into reality, that the risks increased. But it
was only at this stage, when pull was joined by push,
that optimum progress was made and the goal was
achieved.
Dream, yes, but remember to act on your goals
regularly and consistently. What actions have you
taken today, for example, to make your dreams and
goals a reality? □
—by Mike McCaffrey, Mike McCaffrey & Associates,
P.O. Box 4101, Laguna Beach, California 92652, tel.
(714) 497-6616
Small Firms Conference Reminder

The American Institute of CPAs Small Firm
Conference will be held on August 19-21 at the
Chicago Marriott Downtown in Chicago, Illi
nois, and on November 4-6 at the Pointe on
South Mountain in Phoenix, Arizona.
New this year are pre-conference specializa
tion sessions on medical practice consulting,
divorce, personal financial planning, bank
ruptcy, and small business consulting.
For registration information, call the AICPA
meetings department, (212) 575-6451.
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The Engagement Letter (continued from page 2)
Type of report. Mentions the type of opinion or
report expected to be issued, including an indica
tion of whether the opinion is expected to be
qualified for any reason. The expected wording of a
compilation or review report may be included. The
general content of the expected report on an MCS
engagement should be described. The letter may
indicate to whom the report will be addressed and
the number of copies that will be delivered. Other
reports that may be issued, such as reports on mate
rial control weaknesses or management letters
addressing reportable conditions, may be men
tioned.
Billing procedures. Discusses a firms fee for pro
fessional services, the method used to determine
fees, or both. An accountant's failure to address this
issue could result in a need for expert testimony on
the value of services if a suit for fees results. The
engagement letter identifies what will be done, and
this provision sets forth what it will cost. It also
addresses such issues as the frequency of billing, the
treatment of collection costs and attorney's fees,
interest on past-due balances, and the accountant's
right to suspend work in progress until unpaid bal
ances are cleared.
It is also good practice to indicate that the fee
estimate is based on the assumption the client will
provide assistance and that unforseen develop
ments may affect the fee. The letter for a new
engagement may discuss the policy for start-up
costs. Accountants should make every effort to clar
ify all billing arrangements in the engagement let
ter because clients frequently initiate counter
claims against them for professional malpractice in
response to a lawsuit for unpaid fees. Moreover,
when clients receive an unexpectedly large fee, they
are more likely to question the accountants ser
vices, thereby giving rise to a possible lawsuit.
Limitation of accountant's liability. Requires a
client to hold the accountant harmless from any
claim pertaining to the engagement or limits the
accountant’s responsibility to the client for a loss to
an agreed-upon amount. Disclaimer clauses or hold
harmless agreements have been effectively used, in
some situations, to transfer an accountant’s
exposure. Some degree of client resistance should
be expected if an accountant decides to include this
provision in the engagement letter. An attorney
experienced in these matters should be consulted to
draft the necessary language. At the conclusion of an
engagement, some practitioners obtain from the cli
ent an acknowledgment that services rendered were
acceptable.
Arbitration clause. Attempts to avoid the time
and cost of defending a lawsuit in court. While

arbitration can be a viable alternative, accountants
should exercise caution in including an arbitration
clause in the engagement letter because this may
give rise to a coverage defense by their malpractice
insurance carrier. As one of their conditions for
coverage, most malpractice policies stipulate that
the accountant agree not to compromise any claim
and that any compromise may breach the policy
terms, resulting in a denial of coverage. Since the
attempted or actual resolution of a claim by arbitra
tion may affect the insurance company’s defense of a
claim, the insurance company may deny the claim
for breach of policy terms. Therefore, accountants
should obtain the approval of their malpractice
insurance carrier in writing before including or
resorting to an arbitration clause in their engage
ment letter.
Other considerations

Practitioners should adhere to the following rules
for all engagement letters:
□ No client, including a loyal and trusted one,
should be exempt from signing an engagement
letter. The letter should be signed and dated by
all parties and returned to the accountant prior
to beginning the engagement. It serves as
mutual assent and acknowledges the client’s
understanding of the work to be performed.
The accounting firm may fear resistance by
clients who never have received an engagement
letter. The following steps will usually lessen

PCPS Advocacy Activities (continued from page 3)

can be extremely effective. Efforts by the PCPS
helped convince Congress to pass a tax package
containing the needed reform of Section 444.
Although the tax package was vetoed by President
Bush, the response of PCPS members in support of
the PCP executive committee’s advocacy effort on
behalf of all local and regional firms was most grati
fying.
Says Jerrell A. Atkinson, the executive committee
chairman, "It shows what can be accomplished
when smaller firms mobilize their collective
strength, and how we can really make a difference
when we pull together." Mr. Atkinson believes the
letter writing campaign let Congress know how
strongly firms want reform. "It seemed to have an
impact," he says, "Now it is up to our legislative
leaders and the President."
The AICPA staff is continuing to urge Congress to
include measures in all tax bills it passes this year to
alleviate the workload imbalance problem. □
Practicing CPA, July 1992
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such resistance:
1. Inform the client that engagement letters are
required for all clients as a matter of firm
policy, that most CPA firms require engage
ment letters, and that the client is not being
singled out for any reason.
2. Explain the reasons for the letter and how it
benefits the client as well as the accounting
firm. Consider giving the client a copy of the
AICPA brochure The Engagement Letter—An
Agreement Between the Client and the CPA.
3. Use nontechnical language in the letter
whenever possible and make sure the client
understands any technical terms used.
4. Review the letter with the client before issu
ing it.
□ A signed engagement letter is a contract and
should be filed in the permanent client file. A
copy may also be filed with the current working
papers for easier reference by the engagement
staff for instruction, billing purposes, or pre
paring the following year’s letter.
□ Review the engagement letter annually. Revise
and update it to reflect changes in the engage
ment as they occur, particularly if the scope of
the engagement has been narrowed. This is an
important consideration because once the
accountant deviates from the initial engage
ment letter without updating it, its defense
capabilities are diminished. The client should

American Institute of Certified Public Accountants, Inc.
1211 Avenue of the Americas
New York, N.Y. 10036-8775

then sign and date the document acknowledg
ing his or her understanding of and agreement
to all changes.
If any client refuses to sign an engagement
letter, consider terminating the engagement or
sending the client a letter setting forth the
terms of the engagement. The clients failure to
respond to any engagement-related questions
in writing may provide the accountant with
some degree of protection.
□ An engagement letter is not intended to be used
as a marketing device; it should not be per
ceived as an opportunity to exaggerate an
accountants capabilities and services.
Although the engagement letter will not make a
practitioner immune from malpractice claims, it is
a significant step toward reducing liability
exposure and improving the chances of having a
successful defense. It also provides effective lever
age during settlement negotiations should a claim
occur. □
—by Mark F. Murray, J.D., AICPA, New York

Editor’s note: Mr. Murray is author of Managing the
Malpractice Maze, published by the AICPA, from
which these comments are excerpted. To purchase the
book, product no. 090380, cost $35, call the AICPA
order department, (800) 334-6961; in New York State,
(800) 298-0445. Ask for operator PC.
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